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THE MILLENNIUM CHALLENGE ACCOUNT

THURSDAY, MARCH 6, 2003

HOUSE OF REPRESENTATIVES,
COMMITTEE ON INTERNATIONAL RELATIONS,
Washington, DC.

The Committee met, pursuant to call, at 10:07 a.m. in Room
2172, Rayburn House Office Building, Hon. Henry J. Hyde (Chair-
man of the Committee) presiding.

Chairman HYDE. The Committee will come to order. Thank you
for joining us today. The purpose of today’s hearing is to learn
about the President’s proposal for a new type of foreign assistance.
It is based on the revolutionary idea that countries must be ac-
countable for their actions, be responsible for developing and ad-
vancing their own plans of progress, and must show results in
order to receive continued assistance from the American taxpayer.

The Millennium Challenge Account was developed and advanced
by a President who is willing to take a risk with a bold, new idea.
Actually demanding accountability from our foreign-aid programs
is really not such a new idea. In the past and, most recently, the
107th Congress, I introduced a bill called the Foreign Aid Effective-
ness Act, which required the President to describe the actual re-
sults of U.S. foreign assistance relative to the goals and identify
the most and least successful foreign-assistance programs.

Today, we will hear from three senior officials from the Adminis-
tration. Administrator Natsios returns to the Committee to testify
on the new compact for development, the initiative announced al-
most a year ago by the President in his March 14, 2002 speech at
the Inter-American Development Bank. We will also hear from
Under Secretaries Larson and Taylor of the Departments of State
and Treasury, respectively, on eligibility criteria and the proposed
structure and organization of the Millennium Challenge Corpora-
tion, the new organization proposed to manage MCA assistance.

Many U.S. aid programs have not achieved results over the
years. Some assistance has allowed corrupt leaders to amass per-
sonal fortunes and remain in power beyond the will of the citi-
zenry. Other aid has allowed leaders and governments to abdicate
responsibility for effective governance and pursue detrimental, self-
destructive or personally self-enriching policies. Other assistance
has gone to consultants of middlemen, with little results to show
in the end. These failures of the past should not lead us to turn
our backs on the developing world—just the opposite. Now is the
time for American leadership and for America to recognize, through
its aid, those countries that respect the rights of citizens, promote
democracy, and encourage economic freedom and prosperity. How-
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ever, we need to demonstrate what works and what does not. We
need to hold accountable those governments and leaders who do
not choose the right path of reform.

The President’s proposal for a Millennium Challenge Account de-
serves the support of the Congress. We should embrace the idea of
increasing U.S. economic assistance but only to those countries
that demonstrate a commitment to human rights, democratic ideals
and practices, and investment in people.

I look forward to hearing from our witnesses today on this impor-
tant initiative, and now, with pleasure, I recognize the Ranking
Member of the Committee, my good friend, Mr. Lantos.

Mr. LaANTOS. Mr. Chairman, thank you very much for calling this
hearing and again exhibiting strong bipartisan, statesman-like
leadership in focusing our attention on this important issue.

The Millennium Challenge Account, as conceived by the Presi-
dent and considered by this Committee, represents one of the most
ambitious and far-sighted foreign-assistance initiatives in our na-
tion’s history. The Millennium Challenge Account has the potential
of revolutionizing the way in which the United States promotes de-
mocracy and development abroad.

High-performing, poor countries stand to gain at least $1.3 bil-
lion in the next fiscal year and $5 billion by 2006, nearly double
the amount of development assistance that we provided last year.

The MCA represents not just a quantitative leap forward but a
qualitative contribution as well. By linking U.S. assistance to
progress toward poverty reduction, democracy, free markets, the
rule of law, human rights, and other key indicators, the MCA offers
a powerful incentive to emerging societies to develop consistent
with our values.

For some time now, humanitarian assistance has remained poli-
tics free. We have maintained that food and other life-saving assist-
ance should not be used either as a weapon or as a means of polit-
ical enticement.

Finally, development assistance is on the verge of being freed of
strategic considerations so as to promote development as a long-
term U.S. interest.

The MCA, Mr. Chairman, also promises to destroy one of the en-
during legislative taboos that has handicapped our U.S. foreign pol-
icy for too long. Foreign assistance is a dirty word on Capitol Hill.
Lawmakers routinely malign it as a wasteful form of international
welfare. Such irresponsible and ill-informed talk misleads many of
our fellow citizens. Polls show that they believe that some 15 per-
cent of the Federal budget is spent on foreign aid, when, in fact,
less than 1 percent of the budget is allocated for that purpose, rep-
resenting the lowest percentage among western industrialized na-
tions.

The Secretary of State said that foreign assistance has no domes-
tic constituency; and, therefore, it is vulnerable to congressional
cuts. By issuing this challenge, the President has made clear that
foreign assistance is, in fact, an item which has a truly national
constituency. All Americans benefit from foreign assistance that
gives hope to the impoverished and opportunity to the willing.

The Millennium Challenge Account, as its name implies, rep-
resents a very significant challenge to the Congress, and I applaud
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you, Mr. Chairman, for meeting this challenge and demonstrating
bipartisan leadership toward achieving the President’s goal. By
launching debate on the Millennium Challenge Account in the
House with this hearing and by stating your intention to mark up
the legislation later this month, you are asserting the Committee’s
rightful role. Simply put, the issues involved are too important and
the sums involved too great to leave the MCA solely to the discre-
tion of our colleagues on the Appropriations Committee.

I strongly support your efforts, Mr. Chairman, to tackle the Mil-
lennium Challenge Account in this Committee, where it belongs.
However, as we do so, Mr. Chairman, allow me to express three
concerns about the Administration’s proposed legislation. Firstly, I
am deeply disappointed that the Administration’s budget request
does not fulfill the President’s pledge to provide $1.7 billion for the
MCA in fiscal year 2004. It short-changes the account by $370 mil-
lion, or over 20 percent, right from the start. I think we have to
be very careful about these things. Leave No Child Behind legisla-
tion, which received such strong bipartisan support, has also fallen
short with respect to funding requests.

The MCA is an investment in the future in which every dollar
counts. Should we underfund this investment now, the dividends
we reap in the future will be exponentially less.

Secondly, Mr. Chairman, I have severe reservations about the
Administration’s proposal to create a new, independent agency to
administer the MCA and to further fragment U.S. foreign assist-
ance. Responsibility for administering this account, in my judg-
ment, should rest with the U.S. Agency for International Develop-
ment (USAID). USAID has nearly 40 years of experience in admin-
istering U.S. foreign-assistance programs, and no new agency could
match this record. Its expert field staff's strong relationships with
NGOs and aid recipients, and global perspective on assistance
make USAID especially well equipped to undertake the Herculean
endeavor that implementing the MCA will entail. An empowered
USAID, not more bureaucracy, red tape, and foreign-aid balkani-
zation, is what we need to make MCA a success.

Finally, Mr. Chairman, I am concerned about the strict criteria
laid out in the selection of countries that will be eligible for foreign
aid. We have some 16 criteria, coming from a variety of sources.
As one who has spent a great deal of time in an earlier incarnation
on admitting students to prestigious academic programs, I know
only too well how imprecise these criteria are, and their mechanical
implementation can lead to horrendous inequities. I also believe
that the notion that each criterion is of equal value is predicated
on a fundamentally mistaken assumption.

Clearly, democracy ought to be a prime criterion, yet India is ex-
cluded from receiving aid in the first instance. Now, to exclude the
world’s largest democracy, a friend and ally supportive of the
United States in so many arenas, does not make any sense to me.
So while I applaud the attempt to move toward some degree of ob-
jectivity, I think we will have to return some discretion with re-
spect to the selection of countries that will be eligible for aid.

These concerns, Mr. Chairman, do not diminish my support for
the goals of this bold initiative. Fully funded and properly man-
aged, MCA promises to provide critical assistance to our partners
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in democracy and development while strengthening our diplomatic
hand around the globe. At a time when some of our allies are ques-
tioning their support for U.S. foreign policy and goodwill toward
the United States is eroding in many parts of the world, MCA will
remind the world of the principles for which we stand and for
which we support others. Thank you, Mr. Chairman.

Chairman HYDE. Thank you, Mr. Lantos. Any other opening
statements that other Members might have, without objection, will
be made a part of the record. Our witnesses all have other engage-
ments, and we want to get not only to their statements, but we
want to question them. Mr. Lantos has indicated several problems,
and I think they deserve being addressed.

To open our first panel today, we welcome back Alan P. Larson,
who is Under Secretary of State for Economic, Business and Agri-
cultural Affairs at the Department of State. Ambassador Larson as-
sumed his duties in November 1999 and continues to serve as the
senior economic official advising the Secretary of State on inter-
national economic policy and leading the work of the department
on issues ranging from trade and aviation to bilateral relations
with America’s economic partners.

Ambassador Larson has been a career public servant, serving at
a high level in the Department on a number of endeavors involving
economic and business affairs and international energy policy and
resources. He has represented the United States overseas in Ja-
maica, Zaire, and Sierre Leone.

Ambassador Larson has a Ph.D. in economics from the Univer-
sity of Iowa, and has attended Johns Hopkins School of Advanced
International Studies. He is married and has three children.

Joining our panel as our second witness is John Taylor, who as-
sumed the responsibilities of Under Secretary for International Af-
fairs at the Department of Treasury in June 2001. As Under Sec-
retary, he serves as principal adviser to the Secretary of the Treas-
ury on international, economic, and financial issues and leads the
development and the implementation of policies in the areas of
international finance, trade, and investment, economic develop-
ment, international debt, and U.S. participation in the Inter-
national Monetary Fund, the World Bank, the Inter-American De-
velopment Bank, and many other world financial institutions. He
also helps coordinate U.S. Treasury policy with the finance min-
istries of the G-7 industrial nations.

Under Secretary Taylor’s previous governmental experience in-
cludes economic responsibilities from 1976 to the present, both at
the Federal and state levels. He has been the Roberts Professor of
Economics at Stanford and is globally recognized as an expert and
researcher on international monetary and financial issues.

Under Secretary Taylor earned a B.A., summa cum laude, from
Princeton and his Ph.D. from Stanford. He is married and has two
children.

Joining our panel as our third witness is Andrew S. Natsios, Ad-
ministrator of the United States Agency for International Develop-
ment, the government agency that administers economic and hu-
manitarian assistance worldwide. Ambassador Natsios has served
USAID for many years prior to becoming the Administrator, first,
as Director of the Office of Foreign Disaster Assistance, then as As-
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sistant Administrator for the Bureau for Food and Humanitarian
Assistance. Before coming to the Federal Government, he served in
the State Legislature of his native Massachusetts, where his tire-
less work earned him Legislator of the Year honors from numerous
organizations.

Ambassador Natsios is a graduate of Georgetown University and
Harvard University’s Kennedy School of Government. He has
taught graduate and undergraduate courses at Boston College, the
University of Massachusetts, and Northeastern University. He is
an Army veteran of the Gulf War, and he and his wife, Elizabeth,
have three children. Of course, we look forward to hearing your
statement today, Mr. Administrator.

We welcome all of our panelists today and ask that they begin
with a summary of their statements. Your full statements will be
made a part of the record. I might add that the record will remain
open for a period of 5 days from the date of this hearing for the
inclusion of any additional statements, and may we begin with you,
Mr. Larson.

STATEMENT OF THE HONORABLE ALAN P. LARSON, UNDER
SECRETARY, OFFICE OF THE UNDER SECRETARY FOR ECO-
NOMIC, BUSINESS AND AGRICULTURAL AFFAIRS, U.S. DE-
PARTMENT OF STATE

Mr. LARSON. Mr. Chairman, Mr. Lantos, and distinguished Mem-
bers of this Committee, it is a great honor to testify on behalf of
the Millennium Challenge Account. Last March, President Bush
caught the attention of the world when he called for a new compact
for global development, linking greater contributions from devel-
oped countries to greater responsibility from developing countries.
It was not just the amount of money that attracted the interest; it
was also that the Millennium Challenge Account brought together
the lessons about development that had been learned over the last
50 years.

The Millennium Challenge Account targets countries that govern
justly, invest in their own people, and encourage economic freedom,
and by focusing on those countries whose own economic policies en-
courage growth, MCA assistance will deliver much greater eco-
nomic development, and for those countries that do not qualify ini-
tially, the MCA already is providing a very strong incentive to
adopt growth-enabling policies. The MCA is a true partnership in
which developing countries, with the full involvement of their own
citizens, will set forth their priorities and propose their own
projects.

The MCA insists on results. We propose to have business-like
contracts with each partner and to invest our resources in well-im-
plemented programs that have clear objectives and built-in per-
formance benchmarks.

To realize the President’s vision, the Administration’s develop-
ment team, including the three of us at this table and many others,
engaged in an intensive, year-long process of policy formulation.
We received thoughtful suggestions from many, including non-
governmental organizations and the business community, and
throughout the process President Bush and his cabinet gave un-
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precedented direct and sustained attention to the Millennium Chal-
lenge Account and to other development issues as well.

After a year of deliberation, we come to you with conclusions re-
flected in the legislation before you. First, the MCA should focus
on promoting economic growth and development outcomes in coun-
tries with good policies.

Second, the MCA must complement, not replace, other assist-
ance. In fact, the President seeks to expand other assistance pro-
grams, including those that provide famine relief, that combat HIV/
AIDS, and that help strategic partners. The MCA will not come at
the expense of USAID.

Third, the MCA must have a strict and transparent selection
process. We have chosen 16 publicly available indicators to help in-
form decisions about which countries will participate. Secretary
Powell and the Administration are committed to keeping the MCA
clearly focused on developmental objectives.

Fourth, the MCA should be administered by a separate corpora-
tion. Combining all of the new elements here—a selective qualifica-
tion process, a partnership that gives developing countries the lead,
a business approach that measures results from the beginning to
the end—all of this requires a new approach, and the legislation
proposes a lean, Millennium Challenge Corporation headed by a
chief executive officer nominated by the President and confirmed
by the Senate. The CEO would report to a board of directors
chaired by the Secretary of State.

Fifth, the MCA needs a clean, flexible, legislative mandate. If it
is to respond to developing-country priorities, the MCA cannot be
earmarked. If it is to attract the best and the brightest personnel
from the public sector, from the private sector, and from the non-
profit sector, the MCA must have special personnel authority, and
if it is to be lean and efficient, it must have the ability to contract
broadly for services.

And, sixth, the MCA must be accountable and coherent with
other development programs. As Chairman of the board of direc-
tors, Secretary Powell is determined to ensure that the MCA is ac-
countable to the President and accountable to the Congress and is
well coordinated with the activities of USAID, which he also over-
sees.

Mr. Chairman, I would like to close very briefly on a personal
note. My involvement with developing countries began 32 years ago
as a teacher in a self-help school in Kenya, and since then, as you
mentioned, I have served as a diplomat in Sierre Leone, in Zaire,
in Jamaica. I ran small assistance programs, and I promoted devel-
opment policies like the Caribbean Basin Initiative. I have had the
privilege of traveling on behalf of our country all over the world to
observe different types of development strategies and approaches.

I am convinced that the proposal before the Committee today is
the most thoughtful and most important American development
initiative to be advanced in the last 32 years. It is built on Amer-
ican values, embracing both our compassion and also our insistence
on practical results. It also comes at a time when our nation is en-
gaged in a war against global terrorism, yet even as we fight to de-
feat terrorism, it is vitally important, in the words of President
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Bush, to fight for the values that make life worth living: Education,
health, and economic opportunity.

I urge the Committee to give the Millennium Challenge Act of
2003 its full support. Thank you, sir.

[The prepared statement of Mr. Larson follows:]

PREPARED STATEMENT OF THE HONORABLE ALAN P. LARSON, UNDER SECRETARY, OF-
FICE OF THE UNDER SECRETARY FOR ECONOMIC, BUSINESS AND AGRICULTURAL AF-
FAIRS, U.S. DEPARTMENT OF STATE

Mr. Chairman, members of the committee, I am pleased to appear before you to
testify in favor of the establishment of the Millennium Challenge Account (MCA).

Last March, President Bush described an exciting new approach to development
assistance. He called for “a new compact for global development” linking “greater
contributions from developed nations” to “greater responsibility from developing na-
tions.” The United States would lead by example, the President pledged, and in-
crease core development assistance by 50 percent over the next three years—an in-
crease of $5 billion per year by the third year. A Millennium Challenge Account
would channel this new assistance only to “nations that govern justly, invest in
their people, and encourage economic freedom.”

WHY A MILLENNIUM CHALLENGE ACCOUNT?

Mr. Chairman, this new foreign assistance initiative, the Millennium Challenge
Account, brings together in a new and innovative way the lessons we have learned
about development over the past 50 years.

¢ It affirms that economic growth is key to development and targets assistance
at those countries that have adopted the governance, health, education and
economic policies that enable growth. In this way, the MCA increases the
odds of spurring successful economic development and, at the same time, en-
courages more countries to adopt growth-enabling policies.

¢ It recognizes that development must primarily come from within, not con-
ferred from the outside. No one can develop a country except its own people.
The MCA thus proposes a true partnership in which the developing country
with full participation of its citizens proposes its own development priorities
and plans.

¢ It insists on results. Funds will go to those countries that have the best pro-
posals—with clear objectives and benchmarks—and those that best imple-
ment their programs.

The MCA builds on the promise of the global economy and the spread of demo-
cratic institutions. It rests on the greater recognition by developing countries that
their policies and governance are the most critical keys to development. The MCA
is not the sole answer. It is part of a broad array of Administration efforts to spur
development that stretch from the Doha Development Agenda to initiatives on HIV/
AIDs, famine and education. Along with these other efforts, the MCA supports our
overall foreign policy, including the struggle against terrorism, by encouraging free,
democratic and prosperous societies where people have a stake in the future and
value partnership with the United States.

The Administration’s vision of the MCA, as reflected in the legislation sent for-
ward to the Congress on February 3, is profoundly positive. It affirms the ability
of the poorest people in the poorest countries to improve their lives; it embraces
human dignity by stressing mutually responsible and accountable partnership; and
it upholds the key insight that thoughtful and participatory political and economic
governance are fundamental to lasting progress.

DEVELOPING THE MCA

This past year our challenge has been to implement the vision that the President
put forward last March in Monterrey. In so doing, we have engaged in an intense,
thoughtful and collegial interagency process involving the Departments of State and
Treasury, the U.S. Agency for International Development, the Office of Management
and Budget, the National Security Council, and a number of other agencies. We
have also benefited greatly from the strong interest and suggestions of many, in-
cluding from members of congress and staff. The public, especially the NGO and
business communities, have been vital advisors and sounding boards. We have kept
other donor nations and potential MCA beneficiary countries apprised, as both have
welcomed the MCA and been keen observers of our progress. Throughout this proc-
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ess, the involvement of the President has been central. President Bush has given
an unprecedented level of direct and sustained commitment to the MCA and to de-
velopment issues more generally.

After months of discussion and deliberation, the Administration came to a number
of conclusions:

¢ The MCA should focus on development objectives;
¢ It must complement, not replace current assistance;

¢ To ensure we select only those countries that can best use assistance, the
MCA requires the integrity of objective eligibility criteria;

¢ To combine all the new elements—a selective program, partnership that gives
developing nations themselves the lead role in guiding their development, and
a program where results are integrated and measured from beginning to
end—we decided that the MCA could not just be grafted onto existing assist-
ance programs or structures;

¢ We also concluded that to realize the promise of the MCA without a huge in-
crease in bureaucracy, we will have to organize and run the MCA in a whole
new way, requiring a clean, flexible and creative legislative mandate.

LEGISLATIVE OVERVIEW

Mr. Chairman, to make this vision a reality, the legislation before you would cre-
ate a new organization—the Millennium Challenge Corporation (MCC)—with one
key goal: “to reduce poverty through promoting sustained economic growth in devel-
oping countries committed to implementing good policies.” A Chief Executive Officer
nominated by the President and confirmed by the Senate would run the MCC. A
cabinet-level board, chaired by the Secretary of State, would provide policy guidance
and oversee operations. This will ensure policy consistency and coordination be-
tween the MCA and other foreign assistance, which by law the Secretary of State
supervises.

Selection: Only poor countries will be eligible for the MCA. In FY 2004, countries
eligible to borrow from the International Development Association (IDA), and which
have per capita incomes below $1,435, (the historical IDA cutoff) will be considered.
As funding expands, we would also gradually expand the countries eligible for par-
ticipation in the MCA. In 2005, all countries with incomes below $1,435 will be con-
sidered. In 2006, all countries with incomes up to $2,975 (the current World Bank
cutoff for lower middle income countries) will be eligible.

At the heart of the MCA is a challenge to countries to create and maintain the
policy and institutional environment that underpins lasting development and makes
assistance truly effective. We have therefore based MCA qualification on these cri-
teria and have chosen 16 indicators, falling into three baskets: ruling justly, invest-
ing in people and encouraging economic freedom. In order to participate in the
MCA, countries would be expected to do better than the median on half the indica-
tors in each category. We will give special attention to the corruption indicator,
since corruption has such a corrosive effect on democratic institutions and develop-
mental achievement.

The sources for these indicators, and the data for evaluating them, will be publicly
available. By giving countries access to the information they need to qualify, the
MCA helps to give poor countries incentive and direction to develop the policies re-
quired. The indicators come from independent and analytically rigorous sources, in-
cluding the multilateral development banks, academic policy institutes, inter-
national financial institutions and non-profit organizations. When countries create
the policies to meet these indicators, they will create the conditions friendly to sus-
tained economic growth.

We know that indicators cannot capture all critical aspects of a country’s perform-
ance in these areas and may not be fully up to date. The legislation addresses this
by providing for discretion by the Board of Directors to exercise final judgment as
to which countries will qualify. Secretary Powell and this administration are abso-
lutely committed to keeping the MCA focused on development, with the basis for
qualifying reflected in the President’s three categories. We have other tools, includ-
ing development assistance and economic support funds, to address other important
national goals.

Implementation: To implement the partnership between the MCA and MCA coun-
tries, the MCA will use time-limited, business-like contracts that represent a com-
mitment between the United States and the developing country to meet agreed per-
formance benchmarks. Developing countries will set their own priorities and identify
their own greatest hurdles to development. They will do so by engaging their citi-
zens, businesses and government in an open debate, which will result in a proposal
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for MCA funding. This proposal will include objectives, a plan and timetable for
achieving them, benchmarks for assessing progress and how results will be sus-
tained at the end of the contract, delineation of the responsibilities of the MCA and
the MCA country, the role of civil society, business and other donors, and a plan
for ensuring financial accountability for funds used. The MCA will review the pro-
posal, consulting with the MCA country. The Board will approve all contracts.

To be most effective in promoting development, the MCA will need flexible au-
thorities with regard to funding, personnel, procurement and contracting. The MCA
will fund programs to promote economic growth. We envision a focus on areas such
as agricultural development, education, enterprise and private sector development,
governance, health, and trade and investment capacity building, but to be able to
respond to MCA country proposals, the MCA should not be restricted to specific
areas of funding.

The Millennium Challenge Corporation will draw its staff from the best and
brightest in the public, private and non-profit sectors. We envision a relatively small
staff, which would serve for time-limited terms. The staff would rely heavily on con-
tracted services for monitoring, evaluation and many services. The MCA will need
the ability to contract for services with the private sector, with government agen-
cies, and with international organizations and should be able to procure globally.

Funding: The initial funding request for the MCA is $1.3 billion. This is the first
stage of a ramp-up that will increase to $5 billion by 2006. That is a 50 percent
increase in current core US development assistance, and represents an unprece-
dented effort to reduce poverty. We believe $1.3 billion will provide sufficient re-
sources for a strong start. We deliberately chose to ramp up requests over time to
ensure funds would match but not exceed our ability to use them well.

Operation: Mr. Chairman, we know that the keys to success of any initiative as
innovative as the Millennium Challenge Account lie not only in ensuring that it has
a well thought out mandate and the needed authorities. It must also operate well.
We have sought to give the MCA a unique identity so that it will work well with
other agencies that deliver development assistance. We have kept its staff small, so
that it will rely on other agencies in the field and in Washington. We have placed
MCA officials in the field under Chief of Mission authority to ensure that they co-
ordinate well with other Embassy elements, including the AID mission. And to en-
sure accountability, the Secretary of State, who oversees all of our foreign assistance
programs, will serve as Chairman of the Board.

USAID will continue to be central to U.S. foreign assistance. The Administration
is working hard to bring forward new development initiatives on agricultural devel-
opment, famine, HIV/AIDS, rural poverty, trade capacity building and humanitarian
relief. Under the committed leadership of Administrator Natsios, USAID will not
only have a growing role in these new development assistance initiatives, but it will
also be a key partner of the MCA and the implementing agency for many MCA pro-
grams. In fact, USAID programs will work in partnership with the MCA to provide
technical assistance and other funding for those countries that are “near qualifiers,”
so that they can make the policy changes necessary to qualify for the MCA.

WHAT THE MCA CAN ACHIEVE

Mr. Chairman, in conclusion, the Millennium Challenge Account is an innovative
effort to spark international development that deserves support. While many of the
elements of the MCA are not new, this will be the first attempt to integrate them
into a concept that challenges countries to adopt policies that enable development,
that challenges aid recipients to take the lead in a new form of partnership, and
that challenges us and MCA countries alike to adopt a business-like, results-ori-
ented approach. The MCA’s goal and mission are clear: to raise countries out of pov-
erty by promoting sustained and broadly shared economic growth.

The Millennium Challenge Account is a key element of the overall U.S. effort to
address poverty and development, which must also include existing programs of AID
and others to provide humanitarian assistance and famine relief, fight HIV/AIDs,
build trade capacity, and provide for economic stability and defense of key partners.
We are convinced that the MCA is in our national interest. Greater prosperity in
the developing world will alleviate the poverty that breeds discontent and insta-
bility. It will expand markets for American exports. It will reduce the spread of dis-
ease and pestilence. The Millennium Challenge Account will promote our own secu-
rity and well-being even as it brings a better life to millions around the globe.

Mr. Chairman, members of the committee, I request your speedy and favorable
consideration of the “Millennium Challenge Act of 2003.”

Chairman HYDE. Thank you, Mr. Secretary. Mr. Taylor.
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STATEMENT OF THE HONORABLE JOHN B. TAYLOR, UNDER
SECRETARY, OFFICE OF THE UNDER SECRETARY FOR
INTERNATIONAL AFFAIRS, DEPARTMENT OF THE TREASURY

Mr. TAYLOR. Thank you, Mr. Chairman, Congressman Lantos,
and other distinguished Members of the Committee for inviting me
to testify on this very important and innovative program that
President Bush has proposed.

The program, the Millennium Challenge Account, is designed to
reduce poverty around the world, raise income per capita around
the world by raising economic growth around the world. The part
of economic growth that is emphasized is productivity growth, the
increase in the amount of goods and services that each worker can
produce each year, because that is the source of rising incomes and
the source of reduction in poverty. Countries that have had high
growth rates of productivity have been catching up, have been
doing better, have been reducing poverty. Countries with low
growth rates, near-zero growth rates of productivity, remain poor,
and poverty remains very high.

The Millennium Challenge Account addresses this problem by fo-
cusing on policies that will raise economic growth. Those policies,
as President Bush has indicated, are policies that represent gov-
erning justly, investing in people, and encouraging economic free-
dom. The Millennium Challenge Account also addresses these prob-
lems by increasing funding substantially over our existing pro-
grams, and it addresses the problems by insisting on measurable
results in every program that comes out of the Millennium Chal-
lenge Account.

I would like to focus my oral remarks on the way that the Mil-
lennium Challenge Account will address the growth issues and the
measurable-results issues. As Under Secretary Larson indicated,
an interagency group, consisting of the three people at the table
and many others, has worked over several months in consultation
with other donors, developing countries, NGOs, universities, think
tanks and the private sector to develop some measures of policies
that are conducive to economic growth. The policies that have been
selected are policies which have been proven, by experience and by
statistical studies to raise economic growth and to reduce poverty.

There are also indicators that cover a large number of countries.
There are indicators that are transparent and widely available, and
there are indicators that are objective and sound. Of course, the in-
dicators are not cast in stone, and they may be changed in the fu-
ture, depending on how we progress.

As Under Secretary Larson indicated, there is a total of 16 indi-
cators representing the policies of governing justly, investing in
people, and encouraging economic freedom. With respect to gov-
erning justly, there are a total of six indicators. For example, two
come from Freedom House, widely available, studied for a long
time, covering civil liberties and political rights. There are also in-
dicators in this category, developed by the World Bank Institute,
which cover the rule of law, corruption, good governance, and the
voice of people.

With respect to investing in people, there are four indicators, two
relating to education and two relating to health. One is the per-
centage of spending that the government devotes to education as
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a share of GDP. Just as important, perhaps more important, a
measure of education investment is the completion rate of young
children in schools.

With respect to health, again, a measure of spending relative to
GDP but also a measure of immunization rates, the effectiveness
of health care, and the dedication of a country, of a government,
to improving the well being of its people.

With respect to encouraging economic freedom, there is a total of
six indicators emphasizing openness to trade, an indicator devel-
oped by the Heritage Foundation; emphasizing low inflation, sound
fiscal policy, which are also conducive to economic growth; and
even measuring the time it takes to start up a business, a very
good measure of the likelihood of entrepreneurs creating jobs that
raise productivity.

I would emphasize that these indicators are to be used with judg-
ment by the Millennium Challenge Account. There may be missing
data. There may be some countries which are improving or not
doing so well. That needs to be taken into account. I also empha-
size that the indicators are transparent. They are widely available.
Many of the indicators are available on Web sites, and others can
be obtained more directly from countries.

I would also emphasize that when applying these indicators,
there is an effort to distinguish the very poor countries from the
middle-income countries, effectively to have two contests or two
ways to consider the different countries together, and that, I think,
introduces an element of fairness, which is appropriate.

Let me just mention a few things about the measuring of the re-
sults, which we are insisting on. We hope that every project or
every grant has indicators of success, whether for the whole coun-
try or for the program itself. To do this, baseline data has to be
established, and, in addition, there will be ways to assess whether
the projects are on track or falling behind and to make adjustments
if the project is falling behind.

So based on these indicators, measuring the results and the in-
crease in funding, we think the Millennium Challenge Account rep-
resents a great opportunity to transform the rhetoric of develop-
ment effectiveness into an operational action plan that will make
a difference, and I urge your favorable consideration of the Millen-
nium Challenge Act of 2003. Thank you very much.

[The prepared statement of Mr. Taylor follows:]

PREPARED STATEMENT OF THE HONORABLE JOHN B. TAYLOR, UNDER SECRETARY, OF-
FICE OF THE UNDER SECRETARY FOR INTERNATIONAL AFFAIRS, DEPARTMENT OF THE
TREASURY

Chairman Hyde, Representative Lantos, Members of the Committee, thank you
for the opportunity to testify today on the Millennium Challenge Account (MCA).
My statement will focus on the economic rationale behind the MCA and how it fits
well with the Administration’s approach to development.

Today there are more than one billion people living on less than $1 a day and
nearly three billion living on less than $2 a day. In addition to the tragedy of those
living in extreme poverty are those whose lives are claimed by ailments virtually
unseen in the U.S. Last year alone 3 million people died for lack of immunization,
1 million died from malaria, 3 million died from water-related diseases, and 2 mil-
lion died from exposure to stove smoke inside their own homes. In addition, HIV/
AIDS has ravaged the populations of developing nations, killing 3 million people in
2002 alone.
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The United States is helping in many ways to combat these problems. The MCA
is part of the Administration’s overall development strategy, as Administrator
Natsios and Under Secretary Larson describe in their testimony. The MCA is de-
signed specifically to catalyze the policy reforms that are the foundation of economic
growth and poverty reduction.

DEVELOPMENT ASSISTANCE AND PRODUCTIVITY GROWTH

Sustainable poverty reduction can only be achieved via economic growth, which
is primarily determined by productivity growth. Productivity is the amount of goods
and services that a worker produces per unit of time with the skills and tools avail-
able. If you want to reduce the number of countries with low per capita incomes,
then you have no choice but to increase productivity in those countries. And the
higher the rate of productivity growth, the faster poverty will decline. Simply put,
the ticket out of poverty is higher productivity jobs.

Productivity depends on two things: capital per worker and the level of tech-
nology. If there are no impediments to the flow and accumulation of capital and
technology, then countries that are behind in productivity should have a higher pro-
ductivity growth rate. They should catch up, and we have seen many countries
catching up over the years—such as South Korea, Chile, and Botswana. However,
many of the poorest nations still have had low and stagnant productivity and in-
come, and they are not catching up. More and more evidence has been accumulating
thslzlt this is due to significant impediments to investment and the adoption of tech-
nology.

These impediments can be grouped into three areas. First, poor governance—the
lack of rule of law or enforceable contracts and the prevalence of corruption—creates
disincentives to invest, start up new firms, and expand existing firms with high-pro-
ductivity jobs. This has a negative impact on capital formation and entrepreneurial
activity. Second, weak health and education systems impede the development of
human capital. Workers without adequate education do not have the skills to take
on high-productivity jobs or to increase the productivity of the jobs they do have.
Third, too many restrictions on economic transactions prevent people from trading
goods and services or adopting new technologies. Poor economic policies, state mo-
nopolies, excessive regulation, and the lack of openness to trade are all examples
of restrictions that reduce the incentives for innovation and investment that are
needed to boost productivity.

The Administration’s approach to assisting developing nations to overcome these
impediments and thereby increase their productivity growth is to increase aid, re-
ward better performance, and measure results. All three must be simultaneously
implemented; two of three alone would not succeed. As the MCA clearly represents
a significant increase in aid levels, I want to focus on how the MCA will reward
better performance and measure results.

REWARDING BETTER PERFORMANCE

President Bush’s vision of the MCA recognizes the importance of rewarding pro-
growth policies. He categorizes these policies as ruling justly, investing in people
and encouraging economic freedom. The MCA provides an incentive for countries to
adopt good policies that will benefit them in three distinct ways:

i. These policies, in and of themselves, will increase growth;

ii. These policies will create an environment conducive to foreign and domes-
tic investment; and

iii. Development assistance will be more effective in good policy environments.

Following President Bush’s leadership, the Administration sought to develop a set
of indicators that will be used to measure a country’s commitment to pro-growth
policies. An interagency group with representatives from Treasury, State, USAID,
OMB, Commerce, CEA and NSC worked intensively for several months evaluating
a wide range of possible indicators. As part of this process, we met with representa-
tives from other donor countries, developing countries, non-governmental organiza-
tions (NGOs), universities, think tanks, the private sector, and other interested par-
ties to gather their ideas.

As a first step we needed to decide which set of countries would be eligible to com-
pete for MCA funds. Our proposal is to expand the number of countries eligible as
funding ramps up. In FY’04, countries eligible to borrow from the International De-
velopment Association (IDA), and which have per capita incomes below $1,435 (the
historical IDA cutoff), will be considered. This is currently 74 countries. In FY’05,
all countries with incomes below $1,435 will be considered, which adds another 13
countries. In FY’06, all countries with incomes up to $2,975—the current World
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Bank cutoff for lower middle income countries—will be eligible to compete as a sepa-
rate pool. This group currently consists of 29 countries. It is important to note that
countries prohibited from receiving assistance by current statutory restrictions will
not be eligible.

Eligible countries will qualify for funding based on their policy performance in the
categories of ruling justly, investing in people and encouraging economic freedom.
In an attempt to objectively quantify performance in these three categories, we con-
sidered a variety of potential indicators. Ultimately, we selected 16 based on their
relationship to growth and poverty reduction, the number of countries they cover,
their transparency and availability, and their relative soundness and objectivity.
These indicators are not set in stone and may change in the future if problems with
them emerge or better indicators become available. To qualify as a better performer,
a country will have to be above the median on half of the indicators in each of the
three policy areas.

Governing Justly:

There is a growing literature on the importance of strong political institutions and
good economic governance to successful development.

1) Civil Liberties: Freedom House evaluates freedom of expression, association and
organizational rights, rule of law and human rights, and personal autonomy and
economic rights.

2) Political Rights: Freedom House also evaluates the prevalence of free and fair
elections of officials with real power; the ability of citizens to form political parties
that may compete fairly in elections; freedom from domination by the military, for-
eign powers, totalitarian parties, religious hierarchies and economic oligarchies; and
the political rights of minority groups.

3) Voice and Accountability: The World Bank Institute has designed a set of indi-
ces that aggregates existing quantitative assessments of governance from a broad
range of sources. One of these indices attempts to measure a country’s ability to pro-
tect civil liberties, the extent to which citizens of a country are able to participate
in the selection of governments, and the independence of the media.

The policies incorporated in the previous three indicators should be seen as ends
in their own right apart from their impact on growth. Additionally, freedom of ex-
pression and of the media allow civil society to effectively monitor the government
and reduce corruption and more subtle rent-seeking behavior. Free and fair elec-
tions make governments accountable to the entire country rather than to a narrow
power base, thus making them more responsive to development needs.

The remaining three indicators are produced by the World Bank Institute. These
indices are formed by aggregating surveys from 15-20 different sources, similar to
Voice and Accountability:

4) Government Effectiveness: Good governance includes the provision of quality
public services, civil servants who are competent and independent from political
pressures, and credible governments that make good on their commitment to
produce and implement sound policies and deliver public goods.

5) Rule of Law: This index attempts to measure the extent to which people have
confidence in and abide by rules of society, the incidence of violent and non-violent
crime, the effectiveness and predictability of the judiciary, and the enforceability of
contracts.

6) Control of Corruption: With respect to this indicator, President Bush made it
clear that MCA funds should only go to the most transparent and least corrupt
countries. To meet the President’s concerns, we have determined that those coun-
tries which fall below the median on this indicator will be considered ineligible for
MCA funds, absent material change in their circumstances.

Investing in People:

In terms of measuring a country’s commitment to educating its citizenry and pro-
viding basic health care, we were particularly concerned that a country’s income
level not preclude it from qualifying, yet we also wanted to provide an incentive for
countries to focus on key policies that contribute to growth. Our proposal, therefore,
includes two budgetary input measures, which governments can control and rapidly
change. However, more money does not always lead to better results. Consequently,
we have included two output measures that more accurately reflect improvement in
the policy environment over time and are key to sustainable development.

1) Public expenditure on health as a percent of GDP: These data are being pro-
vided directly by the recipient government.

2) Immunization rate for DPT and measles: The UN’s World Health Organization
publicly compiles and annually releases data on immunization rates for nearly all
member countries. Immunization rates can be associated with growth because labor
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groductivity increases when workers are not out sick or caring for ill family mem-
ers.

3) Total public expenditure on primary education as a percent of GDP: These data
are being provided directly by the recipient government.

4) Primary Completion Rate: The World Bank and UNESCO compile data that
measure whether children are attaining minimum education levels. A higher level
of education increases labor productivity.

Encouraging Economic Freedom:

The MCA will measure a country’s level of economic freedom based on its per-
formance in implementing prudent macroeconomic and microeconomic policies, as
well as creating the conditions necessary to attract investors.

1) Country Credit Rating: Institutional Investor magazine produces a semi-annual
survey of bankers’ and fund managers’ perceptions of a country’s risk of default. Our
belief is that such a survey is an important indicator of the views of the private
sector. In addition, an improved credit rating usually leads to a lower cost of capital
and greater domestic and foreign direct investment.

2) Inflation: High inflation distorts relative prices and discourages long-term in-
vestments. Also, as the poor hold a higher percentage of their wealth in cash, they
are disproportionately hurt by the erosion of their purchasing power. Of the 16 indi-
cators, this is the only one where performance is not judged relative to the median.
Instead, a country must have inflation of less than 20% in order to pass the indi-
cator.

3) Budget Deficit/GDP: As a measure of fiscal policy, we use a country’s overall
budget deficit averaged over a three-year period. The data for this measure will be
provided directly by the recipient government, cross-checked with other sources, and
made publicly available. Among other impacts on growth, a high budget deficit
crowds out private sector investment and can lead to inflation.

4) Days to start a business: The Private Sector Advisory Service of the World Bank
Group works with local lawyers and other professionals to examine specific regula-
tions that impact business investment. One of their studies measures how many
days it takes to open a new business. Bureaucratic barriers to business formation
that go beyond protecting society not only hinder entrepreneurship but may exist
to preserve the economic rents of political cronies.

5) Trade Policy: The Heritage Foundation’s Index of Economic Freedom measures
a country’s openness to international trade based on average tariff rates and non-
tariff barriers to trade. Open economies—those with low to moderate trade barriers
and exchange controls—tend to gro w faster than more closed economies.

6) Regulatory Quality Rating: The World Bank Institute (see section above on
Governing Justly) measures the burden on business arising from, among others, li-
censing requirements, labor regulations, and bureaucratic corruption. Excessive reg-
ulations and their arbitrary application deter investment and raise the cost of doing
business, thereby hindering job creation and reducing growth.

While these indicators meet all of our criteria, there may still be gaps or lags in
the data, or trends not reflected in the data, which may be material for assessing
performance. To correct for these possibilities, the MCA Board of Directors will look
behind the numbers to make a final recommendation to the President on qualifying
countries.

MEASURING RESULTS

Aid effectiveness requires not only better performance but also a focus on meas-
uring results. This is a core component of the Administration’s development strategy
and 1s one that we have pushed in the Multilateral Development Banks (MDBs).
For example, the U.S. made part of its financial commitment to the IDA-13 replen-
ishment in the form of an incentive contribution that will reward the World Bank
for increasing the use of various diagnostic tools (such as reviewing the policies of
developing countries in the areas of financial accountability, procurement, public ex-
penditure management, and poverty analysis) as well as making progress towards
a set of development indicators (in health, education, and private sector develop-
ment). The agreement also called for the initiation of a performance measurement
system which will develop ultimately into a common set of outcome indicators that
can be compared across countries.

The MCA furthers this focus on measuring results byl making accountability for
results an integral part of every activity for which MCA funds are used. Americans
are by nature a generous people but they want to see results from their funds that
are devoted to development, and their support for providing foreign assistance will
only increase if those results are demonstrated in a convincing and straightforward
manner. By measuring concrete results, we can focus our efforts on what really mat-
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ters: helping poor people around the world escape from poverty and lead better
lives. The approach helps us cut through bureaucratic layers, ignore non-essentials,
and concentrate on development problems that must be solved. It is a way to maxi-
mize the benefits of our funds.

MCA contracts will state in quantitative terms the expected outcomes of indi-
vidual activities and overall country assistance. We will require a clear strategy for
gathering baseline data and measuring progress towards stated results and assess-
ing the reasons for success and failure. We will also require projects to be structured
in a way that steps up or cuts back funding contingent on achieving results. In addi-
tion, evaluation of results will allow the MCA to incorporate lessons learned into
ongoing and future operations. In keeping with the MCA’s commitment to trans-
parency, all monitoring and evaluation reports, as well as the terms of each con-
tract, will be made public in the U.S. and in the host country. Furthermore, we will
continue to monitor country commitment to MCA selection criteria.

In addition to sector specific monitoring, we will also be concerned with the broad-
er policy environment. The Millennium Challenge Corporation will monitor overall
budget data to determine whether recipient governments are using MCA resources
in a complementary manner with their own domestic and other development re-
sources.

Coordination of assistance with other donors will be vital to the success of the
MCA. Each recipient country will be responsible for managing coordination among
the MCA and other donors to maximize impact and avoid duplication of efforts. The
effort to align MCA country contracts and MDB assistance with each country’s Pov-
erty Reduction Strategy Paper (PRSP) or other development strategy will also help
coordinate development assistance.

CONCLUSION

For many years, we have all heard about the importance of aid effectiveness. The
MCA represents this country’s greatest opportunity to transform rhetoric into an
operational action plan. The MCA has the ability to challenge countries to dem-
onstrate performance, to achieve results, and most importantly to assist their people
in having a better opportunity to pursue a better life for themselves and their fami-
lies. I urge your favorable consideration of the “Millennium Challenge Act of 2003.”

Chairman HYDE. Thank you very much, Mr. Secretary. Mr.
Natsios.

STATEMENT OF THE HONORABLE ANDREW S. NATSIOS, AD-
MINISTRATOR, U.S. AGENCY FOR INTERNATIONAL DEVELOP-
MENT

Mr. NAtsios. Thank you, Mr. Chairman and Members of the
Committee, for holding this hearing on the Millennium Challenge
Account in such a timely manner. We appreciate the Committee’s
excellent work in drafting legislation on such key issues as the
global HIV/AIDS pandemic, your work on promoting religious free-
dom and on famine prevention. We look forward to continued close
cooperation with you and your Committee as we move ahead to es-
tablish what I believe will be one of the most sweeping develop-
ments in foreign aid since the Marshall Plan and the Alliance for
Progress. We actually did a careful research of foreign assistance
since World War II, and this ranks as one of the three major presi-
dential initiatives since the second world war, from a historical per-
spective.

I would like to thank Under Secretary Larson and Under Sec-
retary Taylor for their excellent summary of the evolution of the
MCA and the key issues and philosophy that stimulated the initia-
tive. USAID welcomes the MCA as a bold initiative that will com-
plement our mission and provide strategic focus to U.S. develop-
ment-assistance priorities. We see USAID’s role as key in President
Bush’s campaign to attack the scourge of poverty by stimulating
economic growth, promoting democracy, and investing in people.
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But USAID is only one piece of what is now becoming a coherent
and more coordinated United States development strategy. For the
first time, we have the opportunity to articulate and implement a
U.S. strategy that clearly and accurately defines our different chal-
lenges and matches the right tools to address them. MCA will play
a critical role in this process as we begin to redefine U.S. develop-
ment assistance to address the very different challenges we face
today than those faced during the Cold War.

I might add that the structure of our whole foreign-policy appa-
ratus was basically established following World War II, between
1945 and 1950, and we have been living off of the innovations cre-
ated after the second world war. We really did not change a lot in
a profound way in the 1990s because it was not clear what our
major challenges were. Now it is pretty clear what our challenges
are, and the President, through the Department of Homeland Secu-
rity, through this legislation, and other things that have been initi-
ated, is now restructuring the foreign-policy apparatus for the new
era in foreign affairs that we are entering.

I might add that the written testimony I have submitted is not
just testimony from USAID on this legislation. We have carefully
worked it and researched it and written it to reflect an operational
plan for how USAID will interact with this legislation and this new
office, should the Congress approve it. I would commend the writ-
ten testimony as a seminal document in terms of where USAID is
going as well.

Specifically, MCA puts into practice what we know works in de-
velopment. As both Under Secretaries Larson and Taylor sug-
gested, the MCA is the direct outgrowth of what USAID and other
development actors have learned over the past 40 years. Put sim-
ply, development assistance in poor countries that are pursuing
good policies produces growth. We know that good governance,
democratic governance, economic policies and institutions are key.
Country ownership of the development agenda is also essential.

One of our mistakes, Mr. Chairman, in the last 20 years of devel-
opment assistance, is assuming people from the outside can force
countries to do the right thing when they resist it. The model we
have used before is conditionality—that is we say if you do these
things, we will give you money. The international banks do this,
the U.N. to a lesser degree does this, and we certainly have done
it. And the problem with it is countries will take the money, but
then they will not make the changes.

So the change in this legislation, the profound change, is we are
looking for countries that, on their own, that made the changes
needed for growth and stability, and then we reward those coun-
tries that, on their own, have decided to take the right path from
our perspective. These are the foundations of the MCA.

We also know that money alone will not correct bad policy. The
fact that it is not the quantity but the quality of aid that counts
was at the heart of the debate in Monterrey. We know that throw-
ing money at a problem or meeting official development assistance
(ODA) quotas is not the answer. The MCA recognizes that foreign
aid can, at best, play a supporting role in a country’s development,
but a country’s commitment to help itself is the primary deter-
minant of success. This is particularly true of governance. Experi-
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ence has taught us that no amount of money can overcome corrupt,
predatory, tyrannical, local leaders or the absence of the political
will to reform.

I might add here, the MCA has already become an extraor-
dinarily powerful tool in countries that are not going to be eligible.
I have had Prime Ministers, Speakers of Parliaments, Presidents
of countries come to see me and say, “We know we are not going
to be eligible, but we are now using this to overcome the forces of
opposition to reform within our own society because we are telling
people the reason we are not eligible is we have refused to make
these changes.”

One recent example, from last week—I will not tell you the coun-
try; I do not want to embarrass them—the speaker of the house
came to see me, and I said, “You know, you are on the edge. You
are probably not going to make it; but you are right on the edge,
but you have a terrible problem with corruption.”

There are four bills that the USAID mission helped the ministers
draft that have been in the congress in that country for 3 years,
unapproved because they threaten powerful vested interests, and I
said, “It is a clear indication your people are not serious about
cleaning up corruption in your country.” I asked our mission direc-
tor in that country last week, did this have any effect on him. He
said it has caused a furor in the capital city because the speaker
of the parliament went to the President and said, “Do you know
why we are not qualifying? It is because we did not clean up this
mess of corruption, and if we had passed the legislation and imple-
mented the legislation, we might be getting this enormous increase
in foreign aid.”

That is an example of the effect it is having in countries that
may not become eligible except for some period in the future.

USAID will reorient its assistance programs to take into account
the principle driving the MCA. We welcome the MCA as the
strongest possible commitment by the Administration to making
development a core element of our foreign policy. Not only does it
embody the right philosophy and approach to development but it
also gives USAID the opportunity to clarify its role and better focus
its activities within the context of a coordinated U.S. development
strategy. Given our strong interest in and supporting and comple-
menting the Millennium Challenge Corporation, USAID has begun
reviewing its own portfolio to determine the best way to organize
itself, both to support the mission and operations of the MCA and
to fulfill our mandate to help a wider range of developing countries.

In addition to providing support that may be needed in MCC
countries, we believe USAID should focus activities on four broad
categories of countries. The first are countries that just missed get-
ting into MCA. They are countries that are on the edge, but they
did not quite make it in this first round, depending on how the in-
dicators are at any given time because they change depending on
new data that comes in. The second are mid-range performers with
a will to reform that are trying, but they are pretty far away from
qualifying, and the third are failed or failing states that need post-
conflict transition or humanitarian assistance. Mr. Chairman, we
now spend $2 billion on these countries, and we have reorganized
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aid around a bureau that deals with failed and failing states as its
principal mandate. Roger Winter is the head of that bureau.

And then there are, finally, countries that require continuing as-
sistance for strategic, national-security interests. The first group of
countries—these are the countries that are near misses—will con-
centrate on the specific areas that require strengthening for MCA
eligibility. For example, if a country is not investing sufficient re-
sources in its health care system or its education system to qualify,
USAID would concentrate its programs in that area.

And in the second group of countries, which are unlikely MCA
candidates in the near future, we will need to assess the commit-
ment to political and economic reform. Where such a commitment
exists, we will concentrate on building local capacity and institu-
tions that can support the foundation of MCA’s assistance over the
longer term. For those countries that lack such a commitment, we
will continue programs that address such global issues as HIV/
AIDS and environmental degradation but will need to review other
assistance as well.

Right now, we do not make our assistance for humanitarian pur-
poses for failed and failing states based on national performance.
We base it solely on need. On countries that have terrible health
crises, we do not go in and say, “You are not managing your democ-
racy very well; therefore, we are going to shut down all of your
HIV/AIDS funding or your child-survival funding or your nutrition
funding.” That should not be done based on the national govern-
ment’s performance. But in development assistance, that third cat-
egory of assistance in USAID, we do use that now to make judg-
ments, and this will be even more aggressively and rigorously driv-
en forward by this legislation.

The third group of countries, as I mentioned earlier, are failed
and failing states that are not even remotely close. Some of them
do not even have national governments. Somalia has not had a na-
tional government since 1991. There is no country to coordinate
with because there is no government. But we have restructured
USAID programs around this, and we have an almost 50 percent
increase in the last 2 years in the account for failed and failing
states. We are not abandoning those countries. We are putting
more resources in.

We have created a new office of conflict mitigation and manage-
ment to focus on these countries, most of which are failing for gov-
ernance reasons. We moved the democracy and governance func-
tion, the office that does that technically, into this bureau because
there is a connection between state failure and the failure of de-
mocracy and governance in that country and the failure to deal
with civil war.

Finally, USAID will continue to respond to needs in countries of
strategic national importance or transnational threats, recognizing
that the primary objectives typically fall under our foreign-policy
and national-security strategies and may not necessarily produce
economic growth or reduce poverty. We will work quickly, flexibly,
and effectively to achieve overall U.S. Government objectives.

MCC programs will be founded on a partnership and driven by
country demand. We stand ready to adapt programs to support the
MCC. If a country selected for MCC funding has a USAID mission
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and a program, we would undertake a strategic review of the exist-
ing portfolio of projects. In many cases, we would see the USAID
program transitioning to support the MCC contract. However,
there are critical global and regional threats, such as HIV/AIDS,
that would warrant continued support with or without the MCA.

Indeed, one of the ways that USAID will complement the MCC
is that we have the ability to address regional issues. The MCA is
country focused. USAID has many regional programs, and we will
continue those because we have a value addedness [sic] in that
area in particular.

Thus, the point I would like to leave with the Committee is that
we will not adopt a black or white approach on how we will relate
to MCC in every country; rather, we will think each country
through on a case-by-case basis.

Mr. Chairman, I believe the President’s vision for assisting the
developing world, as embodied in the MCA, creates a unique oppor-
tunity to prove that development done right can work, and we urge
the passage of the legislation. Thank you very much.

[The prepared statement of Mr. Natsios follows:]

PREPARED STATEMENT OF THE HONORABLE ANDREW S. NATSIOS, ADMINISTRATOR,
U.S. AGENCY FOR INTERNATIONAL DEVELOPMENT

Thank you Mr. Chairman and Members of the Committee for holding this impor-
tant hearing on the Millennium Challenge Account (MCA) in such a timely fashion.
We appreciate the excellent work of this Committee in drafting legislation on such
key issues as global HIV/AIDs, tuberculosis and malaria, your work on promoting
international religious freedom, and on famine prevention. We look forward to con-
tinued close cooperation with you and your committee as we move ahead to estab-
lish what I believe is a revolutionary new development initiative.

I would like to thank Under Secretary Larson and Under Secretary Taylor for the
excellent summary of the evolution of the MCA and analysis of key issues and phi-
losophy that stimulated the initiative. I will focus my remarks on three key areas:
(1) how the experience of USAID and other development institutions has shaped the
MCA; (2) how we see the MCA complementing the work of USAID and refocusing
USAID priorities; and (3) our vision for how the MCA will be implemented in the
field.

I would like to preface my remarks by underscoring two points made by Under
Secretary Larson. The first point is that the process for developing the framework
for the MCA and the legislation has truly been a model of interagency coordination.
Thanks to the active involvement of key departments and agencies, we were able
to coalesce the comparative advantages of those parts of the government already
deeply involved in bilateral and multilateral assistance programs. The State Depart-
ment coordinated outreach with key international and domestic constituencies; the
Treasury Department, which has responsibility for the multilateral development
banks, played a central role in developing the indicators; USAID, based on its exten-
sive field experience, offered ideas and proposals on the framework and implementa-
tion of the MCA. Together, our ideas have been drawn on, and in many cases adopt-
ed, as fundamental principles of the proposed new account.

I would also like to underscore the point that we need to see the MCA as only
one piece of an unprecedented and concerted commitment of President Bush to in-
crease and improve the effectiveness of foreign assistance. It began with his efforts
to forge a new international consensus on development at the Monterrey Financing
for Development Conference a year ago and the proposal for the MCA. At the heart
of that consensus is that the donor countries will work to mobilize more money for
development, while developing countries take more responsibility for creating a
sound policy environment. Last month the President submitted a budget to Con-
gress requesting a dramatic increase in the 150 account of development and human-
itarian assistance from $7.7 billion in Fiscal Year 2002 to over $18 billion by Fiscal
Year 2008. Much of that increase will go toward urgent crises, such as stemming
the global HIV/AIDs pandemic. But it also includes as much as $20 billion for MCA,
beginning with $1.3 billion in Fiscal Year 2004 and stabilizing at $5 billion per year
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by Fiscal Year 2006. It is clear that this Administration has taken development off
the back burner and placed it squarely at the forefront of our foreign policy.

From the perspective of USAID, the MCA is a welcome and bold initiative that
will complement and provide a model for our mission. We see USAID’s role as key
in the President’s all-out campaign to attack the scourge of poverty by stimulating
economic growth, promoting democracy and investing in people. But USAID is only
one piece of what is now becoming a more coherent and coordinated United States
development strategy. For the first time, we have the opportunity to articulate and
implement a U.S. strategy that clearly and accurately defines our different chal-
lenges and matches the right tools to address them. MCA will play a critical role
in this process as we begin to redefine U.S. development assistance to address the
very different challenges we face today.

THE ROOTS OF THE MCA

The MCA symbolizes a dramatic turning point, both in putting into practice what
we know works in development and in elevating development as a fundamental as-
pect of our foreign policy. As both Under Secretaries Larson and Taylor suggested,
the MCA is the direct outgrowth of what USAID and other development actors have
learned over the past fifty years. We not only have considerable first-hand experi-
ence about what has worked and what hasn’t, but we also have the benefit of con-
siderable recent analysis by the World Bank and leading analysts that support this
experience. Put simply, economic development assistance in poor countries works
best when you are pursuing good policies that are conducive to growth. We know
that good governance, policies and institutions are key; real country ownership is
also essential. And we know that performance must be measured using rigorous and
unbiased indicators. These are the foundations for the MCA.

A recent World Bank paper summarizes the key themes of what has become a
consensus among development specialists worldwide: “The collective record of the
past yields three main lessons. First, good development outcomes require good poli-
cies and institutions. Second, if development progress is to be sustained, the under-
lying policies and institutions must be country-owned and country-specific. Third,
when these conditions are in place, development assistance can be highly effective.”
The MCA criteria of good governance, economic freedom, and sound investments in
people are indicative of the policies and institutions that determine a country’s de-
velopment success.

We know that money will not solve the problem of bad policy. The fact that it
is not the quantity of aid that counts, but the quality, was at the heart of the debate
in Monterrey. We know that throwing money at the problem, or meeting “ODA
quotas” is not the answer. The MCA also recognizes that foreign aid can, at best,
play a supporting role in a country’s development; a country’s commitment to help
itself is the primary determinant of success. We know that private capital flows far
outweigh development assistance, and that in the age of globalization, developing
countries can undertake reforms that value private trade and investment for devel-
opment.

We believe a key aspect of persuading countries to improve their policies or insti-
tutions is to provide the right incentives. This is why USAID actively promotes the
principles of rewarding performance rather than promises, rewarding good govern-
ance, establishing local ownership, civil society and private investor participation,
anéiAstreamlining the assistance delivery process, all of which are reflected in the
MCA.

I want to highlight in particular the critical importance of governance. The em-
phasis on governance in the MCA reflects a fundamental lesson we have learned
through hard experience; no amount of money from afar can compensate for or over-
come corrupt local leaders or the absence of political will. Overcoming poverty and
fostering growth requires governments to become more transparent, inclusive, law-
ful and responsible to their citizens. Money can’t buy this commitment or these
kinds of reforms. There needs to be the will to actually pursue these goals. These
kinds of reforms, however, can be supported, encouraged and even reinforced by re-
wards for governments that are moving in this direction. Good performers should
be tangibly rewarded with increased development assistance from the international
community, incentives for foreign investment, and trade liberalization. Democratic,
accountable governance with responsible economic policies should bring immediate
and sustained benefits.

To be sure, some East Asian states have contained corruption and achieved rapid
development under authoritarian rule. But worldwide, these states have been the
exception. Over the past two decades, the two most rapidly developing countries in
Africa have been the only two African states to sustain democracy continuously
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since independence, Botswana and Mauritius. Recent research shows that institu-
tions and policies explain most of the variation across countries in economic develop-
ment, with property rights, control of corruption, civil liberties, and political rights
all significant factors accounting for development success. It has been found that at
every level of national development, fewer infants die in democracies than in dicta-
torships. But actually linking aid to development performance is a radical step. This
is one of the reasons why MCA marks a revolution in foreign assistance. Because
MCA countries and institutions will have demonstrated capacity to achieve results,
the new Millennium Challenge Corporation (MCC) will be able to employ a new way
of doing business that relies on host country institutions to manage development ac-
tivities.
RELATIONSHIP TO USAID

The revolution does not stop with the MCA. It has just begun. The themes of the
critical importance of governance and country ownership, the emphasis on perform-
ance and accountability, must infuse all of our development assistance. That is why,
working under the inspired leadership of Secretary Powell, we initiated a series of
reforms at USAID two years ago. We knew that the major changes of the past dec-
ades had dramatically altered the landscape for development and that we needed
a new direction for U.S. foreign assistance, and hence produced the recent report,
Foreign Aid in the National Interest. We took up the challenge of drawing these les-
sons together to begin to formulate the outline for a new framework for US foreign
assistance.

We had already begun making some of the changes in USAID suggested by the
report, incorporating lessons learned, such as making governance an essential cross-
cutting theme, and adopting strategic budgeting approaches as we reorient our-
selves and adapt to the current challenges. USAID, however, is only one piece of
the picture of USG foreign assistance. As you well know there are numerous U.S.
departments and agencies—the State Department, the Treasury Department, the
Department of Defense, the Peace Corps, to name only a few—that all have dif-
ferent roles and objectives in providing assistance. Putting these different pieces al-
together, many of them with very diverse mandates, is no small task. Indeed, the
MCA is the cornerstone of putting America’s foreign aid back in order: renewing the
focus on economic growth, integrating the nation’s foreign affairs expertise, and mo-
bilizing new resources for development.

This is why the MCA, which has boldly and forcefully articulated a new vision
for development—with the resources to support it—has such a critical role to play
in stimulating and focusing the debate on foreign assistance. Not only is it driving
the debate in the United States, but it has also grabbed the attention of our inter-
national colleagues, who are all watching the progress of the MCA with great inter-
est. It presents all of us who care about development with both a strong challenge
and a historic opportunity. It gives us a clean slate to make the case to the Amer-
ican public and the international community that development is critical to global
stability and that it can work.

To those who have questioned whether USAID feels threatened by the MCA, I
would answer, to the contrary. We welcome the MCA as the strongest possible com-
mitment by the Administration to making development a core element of our foreign
policy. Not only does it embody the right philosophy and approach to development
and potentially provide a model for development, but it also gives USAID the oppor-
tunity to clarify its role and better focus its activities within the context of a coordi-
nated U.S. development strategy.

We view the MCA as our leading edge, targeted on spurring growth in the best
performing poorest countries, providing the level of resources that can really make
a difference in moving them to a higher growth trajectory. It will rely on country
institutions—investors, business people, political leaders and civil society—to design
and lead the economic growth of the country. But MCA, due to its strict criteria,
will only assist a limited number of countries. That leaves the large majority of the
developing world to USAID and other agencies and actors.

Given our strong interest in supporting and complementing the Millennium Chal-
lenge Corporation, USAID has been reviewing its portfolio to determine the best
way to organize itself both to support the mission and operations of the MCC and
to fulfill our mandate to help a wider range of developing countries. In addition to
providing support that may be needed in MCA countries, we believe that USAID
should focus activities on four broad groups of countries: (1) countries that just miss
getting into the MCA; (2) the mid-range performers with the will to reform; (3)
failed or failing states that need post-conflict, transition or humanitarian assistance;
and (4) countries requiring assistance for strategic national security interests.
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I would like to highlight our belief that the central objective of focusing on per-
formance, particularly responsible governance, and focusing on good performers
must infuse all our development efforts—not just the MCA—and those of other bi-
lateral and multilateral donors as well. This is the way that MCC can serve as a
model for all of our assistance programs.

In the first group of countries, USAID will concentrate on the specific areas need-
ed to help a country become eligible for MCC funds. For example, if a country just
missed on the investing in people area, USAID would concentrate its programs in
that area to help it qualify for MCC funds in a future round. In the second group
of countries which are unlikely MCA candidates in the near term, we will need to
assess the commitment to political and economic reform.

Where such a commitment exists, we will concentrate on building local capacity
and institutions that can support the foundation of MCA assistance, i.e., ruling just-
ly, promoting economic freedom, and investing in people. For those countries that
lack such a commitment, we will continue programs that address global issues such
as HIV/ AIDS and environmental degradation, but will need to review broader de-
velopment assistance. We are already beginning this process of applying an MCA
lens to our country programs, informing resource decisions with analysis of democ-
racy and sound governance.

In the third group USAID has responsibility for countries and situations that do
not lend themselves to assistance guided by MCC criteria, such as in failing, failed
and conflict states. As the National Security Strategy states, “America is now
threatened less by conquering states than we are by failing ones.” Fully two-thirds
of the countries where USAID works have suffered violent conflicts within the last
five years. We know that conflict is complex and that interventions must focus on
multiple dimensions. We are actively developing new assistance models that will in-
tegrate emergency relief and food with transitional assistance, governance invest-
ments and civil society building. We must approach these states with targeted, flexi-
ble support that emphasizes conflict prevention and the nesting of short, medium
and long-term issues in our program designs

Humanitarian assistance also remains central to USAID’s portfolio. Originally de-
signed to respond to natural disasters, humanitarian interventions are increasingly
necessitated by complex emergencies caused by conflict, failed and failing states. We
restructured our humanitarian assistance to create a new Bureau of Democracy,
Conflict and Humanitarian Assistance to make sure that democracy, governance
programs, conflict, mitigation and prevention are at the heart of our response to
failing states. We have also increased our funding levels to nearly $2 billion. Recog-
nizing the need for greater flexibility in responding to humanitarian emergencies
and failing states, the President requested a new contingency fund to facilitate the
quick response that is critical in complex emergencies.

Finally, USAID will continue to respond to needs in countries of strategic national
importance or transnational threats recognizing that the primary objectives typi-
cally fall under national security and foreign policy more than development. These
political challenges will continue to arise, frequently related to the war against ter-
rorism. As much as possible they are funded out of Economic Support Funds (ESF)
or other assistance. USAID will work quickly, flexibly, and effectively to achieve
overall U.S. Government objectives.

In addition to adapting our programs to support and complement the MCC, there
are of course other ways that we will be working closely with the MCC. Foremost
will be detailing staff to the Corporation. We view the long experience of USAID’s
development professionals as an invaluable asset to the new corporation. As I will
outline below, we also envision that USAID support to the MCC in the field will
be required, given the lean staffing currently envisioned.

On the broadest policy and programmatic level, I expect to coordinate closely with
the CEO of the MCC, given our complementary roles. This will be paralleled by co-
ordination on a programmatic level. While some have questioned whether the estab-
lishment of the MCC doesn’t complicate our development efforts, I would suggest
that today’s reality is already a complicated one. There are many actors involved
in development. The addition of the MCC, which brings such significant and wel-
come new resources applied to the best development practices, has the opportunity
to bring greater strategic focus to our entire development framework.

IMPLEMENTATION

Turning to the question of how the MCA will actually be implemented in the field,
I need to preface my comments by saying that very few of the details have been
worked out. However, I will try to lay out a very broad vision for you of how the
MCC might work, subject to revision, once we get the Corporation up and running.
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MCA programs will be founded on a partnership and be very focused on one or
two key strategic objectives that the country has identified as their top priority to
stimulate growth. In order to develop a proposal, we are asking countries to engage
in a consultative process with all the relevant civil society and private sector groups.
One of the central principles of the MCA is that it be a transparent process from
start to finish. This is why it is important that the initial phase of developing a
country proposal set the tone and foundation for the development partnership.
While the process may vary considerably from country to country, the themes of
transparency and country leadership and ownership of the proposal are critical.

In some cases, technical assistance may be required to help a country develop a
proposal, which the MCC could offer. However, the country will be managing the
process; it will not be a case of the MCC hiring consultants to develop a proposal
it wants.

If a country’s proposal is selected, a country contract would be negotiated between
the MCC and government. This does not imply that those funds will only go to the
government. To the contrary, it is anticipated that MCC funds will go to a variety
of national and community actors and alliances. However, the government will sign
the agreement with the MCC and have overall responsibility for managing and over-
seeing the contract. The reason we chose a contract approach is to underscore that
both parties have an obligation to meet the terms and conditions outlined in the
contract.

We anticipate that MCC funds will mobilize a variety of economic actors in each
country; to the extent that a development result requires a public sector investment
(schools or roads), funds would be channeled through the government. However
since economic growth inevitably depends on the activities and investments of the
private productive sectors, community groups and civil society organizations, we ex-
pect that these institutions would also participate, and even implement the bulk of
the investments. In all cases, we expect that MCC funds would be disbursed directly
to the institutions implementing activities under the MCC contract through the
most flexible, but accountable mechanisms.

If a country selected for MCC funding has a USAID mission and program, we
would likely undertake a strategic review of the program. In many cases, we would
see the USAID program transition to support the MCC contract. Some programs,
such as those fighting HIV/AIDS or trafficking in persons, might well be continued,
while others might logically be phased out or incorporated in the MCC program. In-
deed, one of the ways that USAID will complement the MCC is that we have the
ability to address regional issues, such as disease, water resources, transport link-
ages, etc., that the MCC, by virtue of being country-specific, cannot.

One of the basic premises for implementation of the MCC is that it should be de-
mand-driven. We do not want to prescribe the mechanics of how activities would be
implemented. I would anticipate that it will vary considerably from country to coun-
try, knowing there are no “cookie-cutter” approaches that will work across the
board. However, the goal will be to employ simple implementation mechanisms that
require less oversight and less U.S. management than traditional projects. There
are a variety of mechanisms for spending the funds, such as contracts or grants,
gut these could be managed by the host country, following their policies and proce-

ures.

Because the management approach of the MCC will be to employ local institutions
for country development, it is appropriate that the MCC, too, rely heavily on strong
local institutions for the in-country expertise it requires. Economic and financial
analysis of specific MCC investments can be contracted locally. Technical advisory
services to the MCC can be contracted locally. Monitoring and evaluation can large-
ly be contracted locally. Therefore, we anticipate that the full-time presence of US
government employees needed to manage the MCC can be significantly reduced.

Even though we envision a strong reliance on local institutions, there will still be
a need for limited MCC staff presence in the field to facilitate, manage and oversee
the partnership. Due to the limited staffing, we anticipate that the Ambassador and
Embassy staff will play a strong supportive role of the MCC. We also believe that
USAID field staff, with its development expertise and knowledge of local culture and
context, will play a key role in supporting the MCC.

USAID presence in the field has rightly been repeatedly recognized as its strong-
est suit. Thirty years of development experience has taught us that country context
matters a great deal. I can imagine that our very capable field Missions could pro-
vide critical support to the MCC, helping to work with local partners, finding cre-
ative, local solutions to problems, and generally facilitating the work of the MCC.
The basic USAID activity in many of the likely MCA countries has been knowledge
transfer and building local capacity and institutions. In some cases, continued
USAID programs in institution building may be necessary for a time to further
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build country capacity to manage MCC programs and resources. As I have tried to
emphasize, while I believe USAID will have a key role in supporting MCC pro-
grams, we do not want to adopt a black or white approach to how USAID will relate
to the MCC in every country; rather we think each country will need to be reviewed
on a case-by-case basis.

CONCLUSION

As T mentioned earlier, there are many practical details to be worked out, which
the CEO and MCC need to be involved in and will be best equipped to solve. How-
ever, I think we have developed a strong vision of key principles for the MCC. I
began by saying that we believe the MCC marks a revolution in the U.S. approach
to development assistance. It will help clarify the mission and objectives of foreign
assistance, it will provide greater policy coherence by integrating foreign policy ex-
pertise, and it will mobilize more resources to help make development truly sustain-
able.

Spurred by the proposal for the MCC and the changes in the developing world,
we are forging a better understanding of foreign assistance and its numerous dif-
ferent goals—the developmental goals, the humanitarian goals, the policy goals,
trade-related goals, security goals, etc. We are beginning a process of articulating
these goals and matching them with appropriate resources and programs, and devel-
oping a strategic approach to US foreign assistance.

For USAID, the MCC has the potential to provide a great model. It is a golden
opportunity to prove that development, done right, can work. I urge your favorable
ct})lnsiéler